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Since July 1, when President Itamar Franco's administration introduced a new currency in Brazil
pegged to the US dollar, monthly inflation has plummeted to about one- tenth the level registered
in June, when the consumer price index jumped by nearly 50%. Still, monthly inflation since July has
remained one to two percentage points above what the government predicted when it launched its
economic stabilization plan.
Economists attribute the higher-than-expected inflation to the sluggish transition from Brazil's old
currency to a new monetary unit in some economic sectors, plus larger state expenditures than
originally planned for this year, which offset efforts to balance the federal budget. In addition, it
remains to be seen how much effect the political fallout from the Sept. 4 resignation of Brazil's
former finance minister, Rubens Ricupero, will have on the country's delicate financial balance.
Government designs a three-part stabilization plan Brazil's economic stabilization plan was
originally designed by Fernando Henrique Cardoso, Brazil's finance minister until last April, when
he resigned to run for president.
When Cardoso first announced his plan at the end of 1993, he outlined a three-step program
to control inflation that included an aggressive effort to balance the federal budget through tax
reforms and cuts in state spending, followed by the introduction of a new federal price index to
more accurately track inflation, and finally the creation of a new currency that would be pegged in
value to the US dollar. Under the first phase of the program, the government planned to completely
eliminate the fiscal deficit this year to cut the bottom out of inflation, since the state's chronic gap
between income and expenses is recognized as the central cause of hyperinflation in Brazil. Without
radical measures to close the gap, the government estimated that the deficit would total US$22
billion in fiscal year 1994, equivalent to about 4.5% of the country's GDP, or nearly one-fourth of this
year's US$89 billion federal budget.
The centerpiece of the first phase was an "emergency fiscal reform" that would remain in effect for
two years, until the Constitution could be reformed to radically and permanently alter tax collection
to maintain a balanced budget in the long term. Under the emergency reform, the government
proposed to raise federal and local taxes by 5% across-the- board; reduce by 15% the amount of
funds transferred from the federal government to state and municipal governments and rechannel
those resources into federal spending programs; lower the allotment for federal investments by 35%
and overhaul public administration to scale back waste; and finally accelerate the privatization of
inefficient state businesses.
At the end of February, the National Congress approved most of the proposed "emergency
taxes," but only until mid- 1995, when Congress would either have to extend the emergency
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decrees or approve the constitutional reforms necessary to permanently restructure the tax
system. In addition, the legislature approved a contingency "Social Welfare Fund" that authorizes
the federal government to channel up to US$16 billion of the extra tax income it receives this
year into emergency anti-poverty programs. Still, Congress refused to review any of the longterm constitutional reforms, including the executive's request to amend the Magna Carta to
allow the Franco administration to sell off protected state monopolies, such as the giant oil
and telecommunications enterprises Petroleo Brasileiro (Petrobras) and Empresa Brasileira de
Telecomunicacoes (Embratel).
The second phase of the stabilization plan was launched in early March, when the government
adopted its new price index, called the Real Unit of Value (Unidad Real de Valor, URV). The URV
gradually replaced the complex system of indexes previously used to establish wages, prices, taxes,
public utility rates, interest rates, and business and financial contracts. Under the new system,
the indexes are calculated on the basis of daily fluctuations in the value of the US dollar, with the
value of the URV directly pegged to changes in the foreign exchange rate. The new system thus
"dollarized" accounting methods. That in turn paved the way for the introduction of a new currency,
the "real," which was to be pegged in value to the US dollar once it began circulating.
From March-June, store prices were listed in the constant URV accounting units, alongside the
daily changes in prices listed for the old currency, the cruzeiro real. As the value of the cruzeiro real
continued to plummet during those months, the daily-adjusted URV remained constant against
the US dollar. Thus, when the new "real" was introduced on July 1, its value was pegged to the
dollarized Real Unit of Value. The launching of the real marked the initiation of the third and final
phase of the stabilization plan. The new currency is to be maintained on a parity with the US dollar,
at least until 1995. To avoid devaluation, the government has promised to meet any increase in
dollar demand by drawing on the country's ample US$40 billion in foreign reserves, the highest
dollar reserve ever registered in Brazil. In fact, since the real was introduced, the government has
driven down the price of the dollar to 0.85 real, in effect overvaluing the real to discourage deposits
from overseas by investors seeking to take advantage of Brazil's high interest rates.
The government wants to prevent an influx of dollars to avoid printing more reales, since the
executive is committed to maintaining total liquidity at a maximum of 9 billion reales until March
1995. Since the new currency was launched on July 1, the government has already printed about
7.7 billion real bills, meaning that the executive can only authorize another 1.3 billion in new reales
over the next seven months. Inflation drops dramatically Since the new currency began circulating,
the government reports that inflation has plummeted to its lowest levels in more than a decade.
Throughout the first half of 1994, inflation grew by more than 40% per month up from an average of
about 35% per month in the second half of 1993 and in June, monthly inflation had climbed to nearly
50%. But in July, the monthly inflation rate plunged to just 6.08%, according to the official statistics
agency (Instituto Brasileno de Geografia y Estadisticas, IBGE). And, in August it dropped by another
half a percentage point, to 5.46%. Total accumulated inflation for the first two months since the real
was launched is 11.87%, according to the IBGE.
During the first six months of 1994, accumulated inflation had reached 732%, and annual inflation
for the 12-month period ending in June had reached 4,852%. "The marked drop in the cost of living
©2011 The University of New Mexico,
Latin American & Iberian Institute
All rights reserved.

Page 2 of 5

LADB Article Id: 56540
ISSN: 1060-4189

is undeniable," said Ruben Ricupero, Brazil's finance minister until the beginning of September.
"Prices are nearly stable. The introduction of the new currency has had a direct, positive impact
on consumers, who feel the difference every day when they do their daily shopping, climb on a
bus, or pay their electric or gas bills." Indeed, in a survey at the end of July by the Datafolha public
opinion institute, 72% of the people interviewed expressed approval for the government's economic
stabilization plan.
Not surprisingly, since July the plan's architect, Henrique Cardoso who is now the presidential
candidate for the Partido da Social Democracia Brasileira (PSDB) has enjoyed a surge in popularity
in all election-related surveys, and he is now the favorite in the Oct. 3 presidential election (NotiSur,
Sept. 9, 1994).
Nevertheless, despite the huge success of the stabilization plan, monthly inflation is still running
at one to two percentage points more than the government had predicted when the real began
circulating in July. The government estimated that by the end of August, monthly inflation would
have dropped to a maximum of 4.5%, and possibly even more. The government blames the higherthan-expected inflation on two central factors. First, the transition from the old currency to the
new real has been sluggish in some sectors. Consumers had until July 15 to trade in their cruzeiro
bills, which to some extent affected estimates of monthly inflation in July. At the same time, the
government designed complicated procedures to calculate the difference from cruzeiro prices to
new real prices in some business activities, especially rents for commercial and residential purposes.
As a result, landlords surreptitiously increased rents much more than anticipated, feeding inflation
in July and August. Second, although the government promised to maintain a balanced budget this
year, state spending has surpassed planned limits in most government ministries.
In large part, the excess spending is the consequence of the National Congress's delay in approving
the 1994 federal budget. The Congress did approve the executive's emergency tax proposals in
February, which led to a huge increase in state income. As of late April, the Finance Ministry
estimated that tax income had grown by an average of more than US$1 billion per month in
comparison with 1993. In addition, the government did slash state investments as promised. More
than US$2 billion, for example, was cut from the funds originally allocated for investments by
autonomous state enterprises this year. Nevertheless, since Congress has yet to formally approve
the 1994 budget, control of expenditures in each ministry is somewhat lax. Government ministries
have been meeting their operating expenses through contingency credit approved on the basis of
each office's individual estimates of its needs. Consequently, the Chamber of Deputies' Budget and
Fiscal Advisement Office reports that just in the first quarter of this year, government ministries
spent US$309 million more than outlined in the proposed 1994 budget.
The largest percentage of overdrafts came from the Ministry of Social Welfare, with US$180 million
in overspending during the first quarter. The Ministry of Education overspent by US$47 million
in the same period, followed by the Ministry of Agriculture, with US$28 million. Other factors as
well have upset government efforts since January to cut wasteful spending, especially Congress's
refusal to amend the Constitution to allow the executive to sell off state monopolies. In general,
the privatization program has moved much more slowly than expected this year. The Franco
administration planned to sell off 30 firms to private investors in 1994, and it also hoped to sell its
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minority holdings in private companies, which total about US$900 million worth of shares. But a
lack of investor interest derailed many attempts at privatization. Since the beginning of the year,
for example, the government made three unsuccessful attempts to sell the state shipping company
Lloyd on the Rio de Janeiro stock market.
Moreover, other unforseen expenses will knock the budget further out of balance before the end of
the year. In mid- April, President Franco ordered the Finance Ministry to grant wage hikes of 15%
for all civil servants and 35% for all military personnel, thus surpassing the executive's original 11%
ceiling for salary increases that it had announced when the government launched its stabilization
plan. The wage hikes will be granted in incremental stages throughout 1994 and early 1995, costing
the state an extra US$750 million this year, and another US$3.2 billion next year. In fact, the decision
to grant across-the-board wage hikes beyond the 11% limit originally envisioned led to heated
conflicts within the Franco administration. The Finance Ministry argued that the salary increases
would disrupt the stabilization program and reignite inflation, especially since President Franco
favored even higher wage hikes of up to 28% for civil servants. The cabinet eventually settled on the
15% increase, but the Finance Ministry cautioned that even that might upset the country's delicate
financial balance.
"Stability is only possible if we rigidly balance public finances," Ricupero told military officers at a
conference on the government's economic program in August. "Even if they are just demands, for
the time being we must resist popular pressures for economic compensation, and we must postpone
all unnecessary public projects. We are at an historic crossroad." Elections may disrupt stabilization
program Meanwhile, political variables may yet determine the success of the stabilization plan
in the medium to long term. If Luis Inacio "Lula" da Silva candidate for the socialist Partido
dos Trabalhadores (PT) wins the Oct. 3 presidential election, the business community fears his
government would alter many basic elements in the stabilization plan. A PT government might
be more willing to finance welfare programs, public works, and salary hikes through deficit
spending, and the PT would be unlikely to pursue the constitutional reforms proposed by the Franco
government to overhaul the tax system next year. In addition, although the PT might be willing to
sell off some inefficient state businesses, for the most part the privatization program would likely
move at a snail's pace, and all attempts to reform the Magna Carta to privatize the state oil and
telecommunications monopolies could be discarded.
On the other hand, should Cardoso win the election, the stabilization plan would be rigidly
maintained, and the incoming government would vigorously pursue constitutional reforms to
push forward with structural adjustment. Still, it remains to be seen whether the political fallout
from Ruben Ricupero's resignation will affect Cardoso's present political popularity. Ricupero,
who Cardoso chose as his successor when he resigned in April and who would likely have been
reappointed as finance minister in a future Cardoso cabinet, committed an enormous political
blunder on September 3 while appearing on a television talk show. The minister, who apparently
thought the microphones had been turned off, candidly told the show's host that he was using his
post as finance minister to actively campaign for Cardoso, deliberately making public appearances
to draw attention to the success of the stabilization program and manipulate public opinion to
connect the huge drop in inflation since July with Cardoso, the plan's architect.
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Moreover, Ricupero unabashedly admitted that the government is deliberately hiding "negative"
information about the effects of the stabilization plan to boost Cardoso's popularity, thus increasing
widespread suspicion that the government may be manipulating economic data to create the
appearance that inflation has dropped more than it really has. "I have no scruples," said Ricupero,
unaware that his statements were being transmitted. "What is good, we take advantage of. What
is bad, we hide. I'm Cardoso's biggest vote-getter." Even if the scandal does not upset Cardoso's
expected victory at the polls, Ricupero's statements and his subsequent resignation have already
had an effect on the national economy, throwing the nation's stock markets into a tailspin from fear
that with Ricupero gone, the Franco administration might alter its economic policies.
On Sept. 5, the value of stock traded on the Sao Paulo exchange dropped by 10.5%. The new finance
minister, Ciro Gomes, has attempted to calm the country's turbulent markets since taking office,
repeatedly asserting that he will rigidly uphold his predecessor's program. "The markets should
remain calm, because the stabilization plan remains unchanged, and the economic cabinet remains
intact despite the resignation of the former finance minister," said Gomes, who was governor of
the northeastern state of Ceara until President Franco appointed him to replace Ricupero. "I will
continue the fight to end tax evasion and increase government income, and I will maintain strict
monetary and fiscal austerity."

-- End --
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